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The position that the United States has enjoyed as the center of the global financial market is at least partly responsible for the economic development that the country has enjoyed in the 20th century. With the global financial markets ever more integrated and closely related, the issue of whether or not the US can maintain its leadership in the global financial market will have considerable implications for the further economic development of the country. Three major imbalances characterize the challenges it will face in the 21st century: trade imbalance, fiscal imbalance, and capital flow imbalance. While trade and fiscal imbalances have been present in economies for decades, imbalances in international capital flow will become more acute in the 21st century. At the same time, many Asian economies (most notably China's) are experiencing the opposite trend: with the size of emerging Asian economies increasing and that of the developed economies growing at a slower pace, it is conceivable that the currencies and securities from emerging economies may become more attractive and, in some cases, even safer. As a result, the US has to work on adjusting the three aforementioned imbalances. Three major areas may be of special importance: a more balanced approach to fiscal budgets, a new global financial order that can more flexibly accommodate free trade and free-float currencies, and the ability to attract international talent.
Throughout most of the 20th century, America was the single most important leading economy and trading partner to the rest of the world. However, drastic changes have been taking place and more fundamental changes are expected in both the US and the rest of the world. More recently, it seems clear that the European Union (the Euro Area) and the Asian economies (in particular, the emerging Asian economies) are playing more important roles in the world economy.
With the downgrading of the credit rating of US Treasury securities in 2011, the tension between the US and the rest of the world over the dollar as a global reserve currency has intensified. The assertion that the US Treasury and agency securities are the "safest" investment in the world has been cast into further doubt. This is just one incident that will change the way the rest of the world perceives the US in the future. Given the considerable impact that the US exerts on the global economy and financial markets, the world watches the direction of US economic activities and policy with great care and attention.
Needless to say, the US is facing unprecedented challenges on economic, financial, and social fronts. Only if the US can identify its main challenges will it be able to make meaningful changes. Given that the global financial system has become more integrated, US efforts to rebuild its domestic and global financial order will be closely coordinated with the rest of the world. The need for broad international cooperation makes the task more complex and challenging. This chapter intends to lay out several major problems facing the US and the world economy, and proposes a few key areas that the US should work on in order to turn around its current situation.
Major Challenges that Face the US Trade and fiscal imbalance
During the past several decades, the US has entered a prolonged period of foreign trade deficit. Although the deficit level varies from year to year, the US trade balance has been steadily increasing. According to theory and empirical research in international trade literature, the trade deficit by itself is not necessarily detrimental to an economy as long as the situation does not become permanent, as has been the case for the US trade deficit.
It is important to stress that the US trade deficit problem, especially its deficit to many developing countries (most notably in Asia), is driven by both "pull" and "push" forces, which are not entirely the responsibility of the US government. On the "pull" side, increasing labor costs in the US mean that it makes better economic sense for US companies to outsource many manufacturing and servicing segments of their businesses, which in turn makes it imperative for the US to import more goods from overseas markets. At the same time, more and more US corporations utilize superior access to capital markets as well as advanced technology and management knowledge to establish and expand business development in overseas markets. Unfortunately, such investment projects are not counted under the current account imbalance, which further aggravates the already serious trade imbalance.
At the same time, one has to keep in mind that any sustainable imbalance has to be maintained on both sides of the fence. The developing countries, many of which rely heavily on export for their economic development, have been trying hard to leverage the benefits of more affordable labor costs in manufacturing and servicing jobs in order to maximize their potential in exports.
